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he international payments position of the United States has im-
proved sharply in 1965 as a result of the response by U.S. banks
and other lenders and investors to the President's balance of pay-
ments program announced on February 10. In the first half of the
year the deficit on regular transactions was at a seasonally ad-
justed annual rate of $1.3 billion, as compared with deficits of
more than $3 billion in each of the preceding 7 calendar years.
The immediate objective of the President's program was to re-
duce net outflows of U.S. private capital from the extraordinarily
high rates of last year to rates more in line with previous experi-
ence, and in this way to bring about a substantial improvement in
the U.S. payments position. Beginning in March and continuing
through August there were net reflows of both U.S. bank credits
and liquid money market investments from abroad. These reflows,
together with a trade surplus which was temporarily swollen by
the after-effects of the dock strike, resulted in a U.S. payments
surplus on regular transactions in the second quarter.
Because the second-quarter results benefited from some favor-
able developments of a once-and-for-all nature, the results for the
first half are believed to be more representative of underlying con-
ditions. However, a net inflow of U.S. short-term capital such as
was recorded for this 6-month period is not likely to be sustained.
A comparison of the balance of payments in the first half of
1965 with results for the full year 1964 shows a shift from a very
large outflow of U.S. short-term private capital last year to a sub-
stantial inflow this year; a decline in the net outflow of U.S. long-
term portfolio capital, which consists primarily of long-term bank
loans and securities transactions other than direct investment; an
increase in income on foreign investments; and a decline in the
net outflow on errors and unrecorded transactions. Partly offsetting
these shifts, which contributed to imporvement in the U.S. pay-
ments position this year, there was a decline in the surplus on
merchandise trade and a rise in net outflows of U.S. direct in-
vestment. The latter substantially exceeded the growth in invest-
ment income receipts.
Some of the shifts that helped to reduce the deficit were pri-
marily the direct result of the President's balance of payments pro-
gram. Changes in some components of the balance of payments,
however, reflected longer-run economic forces. These transactions
may show the influence of the program only over a period of time.
From the outset, U.S. commercial banks have cooperated fully
in the voluntary foreign credit restraint program conducted by the
Federal Reserve System. Under this program—the guidelines for
which were published in the March, May, and August 1965
BULLETINS—banks were asked not to allow their claims on
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foreigners to rise more than 5 per cent above their end-of-1964
level during 1965. The reduction in the net outflow of banks' term
loans to foreigners accounted for nearly all of the reduction in the
total net outflow of long-term portfolio capital in the first half of
1965, as compared with last year, and an outright reduction in
outstanding short-term bank claims produced a shift in flows that
accounted for more than hah* of the very large improvement in







U. S. DIRECT INVESTMENT
CHART 1
WIDE SHIFTS have occurred in some U.S. international transactions since '64
BILLIONS OF DOLLARS
NOTE.—Dept. of Commerce balance of payments data for U.S. private capital flows, income
from U.S. private investments abroad, trade surplus, and errors and omissions. Annual data
for 1964; first half of 1965, at a seasonally adjusted annual rate.
This impact of the program must be viewed in the light of
developments just preceding its announcement. During the first 6
weeks of 1965 there had been a strong surge in foreign lending
by U.S. banks. In many instances the increase reflected efforts by
residents of foreign countries to secure credits before the interest
equalization tax or other restraints were applied to bank term
loans. As a result, at the end of February foreign claims of U.S.
banks were close to the target ceiling. And in March, as may be
seen from Chart 2, they rose a little further as banks fulfilled pre-
vious commitments.
But beginning in April and continuing through August, banks
as a group reduced their foreign claims each month. A number of
banks that had foreign claims much in excess of their target ceilings
in the spring managed to reduce their claims to levels under, or
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only a little above, their targets, in part through the sale of excess
long-term credits to foreign branches. At the end of August for-
eign claims of U.S. banks were $100 million below their level at
the end of 1964 and $575 million below the 105 per cent target
CHART 2
FOREIGN CLAIMS of U.S. banks decline in each month since March
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NOTE.—Foreign claims and 105 per cent target ceiling are as reported by U.S. banks to the
Federal Reserve System under the VFCR program.
ceiling. There were 45 banks with foreign claims in excess of their
ceilings, and the total overage of these banks was $75 million.
This represents a reduction both in number of banks and in over-
age from the position at midyear, which is shown in Chart 3 on
the next page.
Because both the overage of banks with outstanding claims
above the target ceiling and the leeway of those with claims under
the target are concentrated in a relatively few institutions, the
course of bank credit outflows under the VFCR program during
the remainder of 1965 will depend to a considerable degree on the
experience of these few institutions. Banks are known in some in-
stances to have sizable commitments outstanding. Some of these
are commitments on long-term loans, and some represent the
unused portions of firm short-term credit lines.
The extent of foreign drawings on these credit lines will depend
in part on the relative availability of credit abroad. Recent relaxa-
tions of monetary restraint in some foreign countries, notably Italy
and Japan, where borrowers often turn to U.S. banks, may help
to reduce foreign credit demands during the rest of this year. On
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the other hand, demands of many foreign countries for short-term
























NOTE.—Data are foi June 30, 1965. Foi banks with claims
above target ceiling, the total overage shown for 4 banks is for
those banks with largest total overage. For banks with foreign
claims legs than the target ceiling, the total leeway shown for
4 banks is for those with largest total leeway.
Financial institutions other than banks also have made changes
in their holdings of foreign assets in conformity with the various
guidelines for different types of assets, as described on pages 944-
46 of the BULLETIN for July 1965. They reduced their holdings of
short-term money market investments abroad by about $160 mil-
lion in the first half of 1965, as the table shows. This amount ac-
counted for almost one-fourth of the total reflow of such funds by
all U.S. residents. As a group these institutions by mid-year appear
to have cut such liquid assets to less than their holdings at the end
of 1963, which was the target in the guidelines for institutions
that had added to their investments in 1964.
Credits maturing in 10 years or less and investments in for-
eign subsidiaries engaged in financial or real estate activities,
which combined are to be limited to an expansion of 5 per cent
in 1965 under Guideline No. 2, rose about 2.5 per cent in the
first half. Credits with more than 10 years to maturity and
portfolio holdings of equity issues were not made subject to
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an over-all target ceiling, but normally under the guidelines insti-
tutions are expected to avoid any increase in nonexport credits to
developed countries other than Canada, Japan, and the United
Kingdom. Moreover, acquisitions of such claims on developed
countries are subject to the interest equalization tax unless covered
by the exemption for Canada or by the partial one for Japan.
The decline of $154 million in holdings of equities by nonbank
financial institutions, shown in the table, almost equaled total net
sales of foreign stocks by all U.S. investors in the first half of 1965.
However, a part of the change shown in the table may reflect
changes in market values. Gross U.S. purchases of foreign equities
have been less than gross U.S. sales almost continually since an-
nouncement of the interest equalization tax in mid-1963.
The $464 million increase in holdings of longer-term credits by
nonbank financial institutions in the first half of 1965 accounted
for most of the total outflow of U.S. capital through purchases of
foreign bonds, net of redemptions. This outflow continued at
roughly the rate of last year, with most of the issues representing
borrowing by Canada and the World Bank. Long-term credits
outstanding to developed countries other than Canada and Japan
declined very slightly while credits to Japan and less developed
countries increased.
FOREIGN FINANCIAL ASSETS OF U.S. NONBANK
FINANCIAL INSTITUTIONS
DECEMBER 1964 AND JUNE 1965
Assets subject to Guideline—
1. Short-term money market assets.
2. Credits maturing in 10 years or
less
Net investments in financial sub-
sidiaries
Total, Guideline 2

















































NOTE.—Based on data for 582 institutions submitted to the Federal Reserve System under the voluntary
foreign credit restraint program.






U.S. corporations whose principal activities are not in the fi-
nancial field repatriated roughly $0.5 billion of short-term money
market investments during the first half of 1965. This reflow in
response to the balance of payments program accounted for much
of the shift from net outflows of short-term capital in 1964 to net
inflows in 1965, apart from that attributable to restraint on bank
credits. However, the reflow of liquid funds is unlikely to be sus-
tained at this rate. Many nonfinancial corporations with "excess"
holdings of money market investments abroad have doubtless
already reduced them.
Outflows into direct investment abroad, which are predominantly
long-term, were extraordinarily high in the first quarter of 1965.
Although they were reduced in the second, they were still very
large. The high rate of outflow in the first half, 70 per cent above
that of 1964, reflected some special factors. But more fundamen-
tally, it reflected business plans to make substantial increases in
their foreign investments this year.
U.S. companies with foreign affiliates planned expenditures
abroad on plant and equipment this year one-fifth above the vol-
ume in 1964. Many companies may have found it difficult to adjust
their plans or to arrange alternative sources of financing. However,
in response to the balance of payments program, the foreign affili-
ates of some U.S. companies—usually with the guarantee of the
U.S. parent—and one U.S. company itself have borrowed through
long-term bond issues in Europe, at rates significantly above those
prevailing in the U.S. market. These foreign affiliates have also
increased their outstanding borrowings from foreign banks.
The large outflow of direct investment in the first half over-
shadowed a marked rise in income from previous direct invest-
ments abroad. While such investments add in the long run to net
U.S. international receipts, the more immediate effect of the out-
flows is to increase the amount of dollars made available to for-
eigners, with an adverse effect on the U.S. international payments
position.
The reduction in the payments deficit this year occurred in spite
of a narrowing of the U.S. trade surplus, much of which was
attributable to worldwide cyclical forces. An earlier temporary
reduction in the U.S. payments deficit, from mid-1963 to mid-
1964, had owed much to a cyclical strengthening of the U.S. trade
surplus. But beginning late last year and continuing well into the
spring, U.S. exports leveled off.
The pause in expansion of exports reflected a drop in sales of
agricultural products, particularly wheat and cotton, while in-
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dustrial exports remained relatively stable at close to the high rate
of late last year. The trend in industrial exports probably reflected
a lessening in economic growth in some European industrial coun-
tries and in Japan. In July and August, however, there was re-
newed expansion in exports to an average above even the swollen
rate of the second quarter, following the termination of the dock
strike. This upsurge suggests that the lull in the first half may have
been temporary; a similar pause in export growth occurred in
1962, when there was a slowing of expansion in some industrial
countries abroad.
CHART 4











NOTE.—Census Bureau data, quarterly, at annual rates. Dashed line indicates data with esti-
mated adjustment for strikes. Imports for July-August also adjusted for changes in statistical
reporting.
Meanwhile, continued expansion of the U.S. economy con-
tributed to increased demands for imports during the first half.
Purchases from abroad have generally tended to grow faster than
our gross national product when domestic production of industrial
materials is rising sharply. This tendency was temporarily rein-
forced in 1965 by especially large deliveries of foreign steel
because of the threat of a strike at U.S. mills. But in addition the
growth in imports reflected stepped-up deliveries of jet aircraft and
a wide range of machinery and further increases in imports of
consumer goods. Statistics for July and August appeared to indi-
cate a leveling off in total imports.
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FINANCING THE in the first half of 1965 foreign holdings of short-term dollar
DEFICIT assets and of marketable and nonmarketable U.S. Government
securities declined by $930 million, while U.S. monetary reserve
assets fell by $910 million. However, special U.S. Government
receipts of $210 million—representing advance repayments on
U.S. Government loans and net advances on U.S. military exports
—were important both in reducing our liabilities and in prevent-
ing a larger reduction in our reserve assets. After inclusion of these
special receipts among the settlement items—those that finance
the deficit—the U.S. payments deficit on regular transactions was
about $190 million before seasonal adjustment.
In past years the deficit on regular transactions in the first half
has been substantially lower than in the last half because of the
influence of seasonal elements. The adjustment required to take
account of these influences has been estimated at $470 million
for 1965. With this adjustment, the deficit on regular transactions
in the first half was $660 million, or $1.3 billion at an annual rate.
The decline in U.S. monetary reserve assets resulted from net
foreign purchases of gold at very close to the peak rates of the
first half of 1958 and the last half of 1960. In each of the earlier
periods, however, the U.S. payments deficit on regular transactions
had exceeded net purchases of gold by foreigners, whereas this
year the deficit was substantially smaller than net foreign pur-
chases.
Net gold purchases by foreign countries in the first half of 1965
totaled $1,100 million, almost three-fourths of which occurred in
the first quarter. In addition, in June the United States made a
payment of $259 million in gold to the International Monetary
Fund as a subscription payment in anticipation of an increase in
the U.S. quota in the Fund. This latter gold payment does not
reduce U.S. monetary reserve assets, because it is matched by an
increase in our gold tranche position, and hence in virtually auto-
matic drawing rights, at the IMF. In the first half of 1965 our IMF
gold tranche position improved by $400 million, but at the end of
July the United States drew $300 million in foreign currencies
from the Fund to pay off short-term credits and otherwise to re-
duce official holdings of dollars abroad by purchasing dollars with
the currencies drawn.
Purchases of gold by monetary authorities in a number of Euro-
pean countries represented conversions of dollar assets into gold.
Such conversions raised the proportions of their total reserves held
in gold. Some countries, such as Belgium, Spain, and Switzerland,
purchased gold in amounts that reduced their official holdings of
foreign exchange—mainly dollars—to about the levels at the end
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of 1963. Austria reduced its foreign exchange holdings to the
level of mid-1964, which was the same as in mid-1963.
These countries thus converted into gold this year the dollars
they had added to their reserves in 1964, when net foreign gold
purchases from the United States were only $36 million. French
purchases, which were particularly heavy in the first quarter, rep-
resented a more pronounced shift in the composition of reserves,
as French holdings of foreign exchange were reduced well below
the amounts of recent years. In mid-1965 about four-fifths of
official French holdings of gold and foreign exchange were in gold.
After midyear, net foreign gold purchases slackened from the
second-quarter rate. In the third quarter the U.S. gold stock, in-
cluding holdings in the Exchange Stabilization Fund, declined by
$123 million.
During the first half of 1965 foreign private holdings of liquid
dollar assets rose by only $35 million, after seasonal adjustment.
The rise in the first quarter and the decline in the second were
each more than seasonal. Thus, the balance as measured by changes
in U.S. reserve assets and liquid liabilities to foreign official organ-
izations differed only slightly from the balance as measured by
changes in reserve assets and all liquid liabilities.
According to the "official settlements" concept of the payments
deficit, proposed by the Review Committee for Balance of Pay-
ments Statistics, increases in foreign private dollar holdings and
net U.S. advance receipts on military exports are regarded as re-
ducing the deficit to be financed, rather than as settlement items.
On this basis, the U.S. payments deficit in the first half was about
$430 million after seasonal adjustment, or at an annual rate of
$0.9 billion compared with $1.3 billion for the year 1964.
In July and August foreign private dollar holdings rose by $650
million, representing almost entirely increases in assets held in the
United States by foreign commercial banks, including foreign
branches of U.S. banks. In large part, these increases may have
reflected movements of funds out of sterling and Italian lire and
into the Euro-dollar market.
During the summer Italian commercial banks continued to
make purchases of dollars from the Italian authorities on a swap
basis and used the funds mainly to reduce their net foreign liabili-
ties. Also in the summer speculative pressures on sterling in-
creased, and heavy market offerings of sterling required substantial
support purchases by the Bank of England with dollars from its
reserves. Beginning in September, market confidence improved,
and as this development continues, the earlier movement out of
sterling and into Euro-dollars may be expected to be reversed.
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